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How Great Is the National Fund from
Which Taxes Must be Paid?
By F. W. Thornton
This question does not mean how great is the total of the
income of companies and individuals as defined by the tax laws.
The fund from which taxes finally must come is the sum of
the values of raw materials produced, the amount added to the
value of raw materials by elaboration and the net profit from
foreign transactions, before deducting wages or compensation
to capital employed. Out of it must be paid taxes and cost of
living, including deterioration and destruction of existing prop
erty, the residue being the addition to the capital resources of the
country. I know of no other significant source of national income
out of which taxes can be paid. This total is not identical with
the figure that would be obtained by totaling all income subject
to income tax, together with the incomes too small to be taxable,
but is far smaller. In each year, to much of the national income
the income tax is applied twice, three times or more.
Consider the case of a taxpayer reporting $200,000 yearly
income; out of that income he pays a chauffeur, butler, servants,
all of whom in turn report on their income the amount so paid
to them although it has already been reported by the employer
who cannot deduct their salaries from his taxable income.
The employer reports $200,000, his employees report a large
additional sum. There is only $200,000 among them, but it
passes through several hands, the passage, for taxation purposes,
being through a one-way valve, like the rectifying tubes of a
radio apparatus. It is income to the receiver but not an expense
to the payor.
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Suppose the employer and his servants should make a consoli
dated report — of course they would not be allowed to do it,
but if they did, the total for all would be only $200,000.
Imagine the case of a bachelor having an income of $20,000
and out of it paying his housekeeper $10,000. The two report
between them $30,000 of income. After laying their heads
together—metaphorically—they find a means of relief and marry.
Now their joint income is $20,000 instead of $30,000. It never
was more than $20,000, but the transfer was taxed as though it
were original income.
This is not the last time the money is taxed. Whenever any
part of it is paid for living expenses such part of the amount
paid as represents profit will again be taxable. Perhaps this is
not immediately obvious; but assume that this man goes to the
barber each day and pays 10 cents for a shave; the barber pays
tax on that portion of the 10 cents that is not absorbed in trade
expenses. Now the barber raises his price to 20 cents, all other
circumstances remaining without change; no more work is done;
no more wealth is produced; only a transfer of money occurs.
Yet the barber must return $36.50 more income for taxation.
Perhaps there are tips to the barber, too; and there is no more
income among them than there was at first.
It is even conceivable that a taxpayer may pay twice on his
own income. Let the man who employs the barber be himself a
plumber, and let him do work for the barber, charging a profit.
That profit will be taxable and it may be derived from money
in the hands of the barber arising from profit on shaving the
plumber. If each of them should make a reduction of $10 in
his bill to the other, each would have the same net income as
before but would report for income tax $10 less.
It may be said, then, that the taxation of national income
is repeated in the cases of (1) all salaries paid where the payor
cannot use the payment as a deduction from taxable income,
(2), all profit made on sales or services rendered to taxpayers
if of such a character that such taxpayers cannot use them as
deductions from income and (3) all rent of dwellings less cost
of maintenance.
In class (1) are the salaries of all government employees;
and as some officers, senators, congressmen employ domestic help
their salaries in turn are income under the tax law for the third
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time, and in respect of profit made on their expenditures tax
may be assessed a fourth time or more. In this class also are
salaries of teachers in private schools; of college employees and
professors in so far as they are paid from tuition fees; of doctors
almost exclusively; of lawyers employed on personal cases; and
of any others whose compensation is not deductible as an expense
in the tax return of the payor.
One curious case of tacit recognition of the duplication is found
in the clause exempting gifts from tax. If a workman repairs
a house, the material costing $50, and if $50 be added to the bill
for labor and profit, then $50 is taxable in the hands of the
workman. If the house owner (living in the house himself)
should present the workman with another $100, there would be
no tax on the gift; but if the bill had been $200 and no gift
made the workman would have paid tax on $150. Here there is
no difference even in the amount of money transferred and the
house owner cannot in either case deduct the payment from his
income.
Then there are so-called “tax-exempt” securities, which are
only partly exempt. Without question, money obtained from
this source is paid to domestic help and also for purchases, the
price of which includes a profit. In the secondary hands tax
is paid on such money; and where the securities are owned by
a corporation the income from them pays surtax in the hands
of those receiving the corporation's dividends.
As to rent, the discrimination in favor of a house owner is
proof enough. If I own a house and rent it to another and, on
the other hand, live in a house which I rent from a third, I must
report the rent I receive as income, but cannot deduct the rent I
pay. Let us exchange houses so that I live in my own; I neither
receive nor pay rent; my taxable income is reduced and nobody
else has to report any increase.
The tax is imposed not on income itself but on the transfer
of income; the amount of income which the tax law recognizes
varies, not with the amount of service rendered and received but
with the amount of money that changes hands. Probably it
cannot be otherwise.
Here it should be noted that smaller incomes than those directly
paying tax are absorbed in rent, all being directly taxable in the
hands of the landlord or, indirectly, in the hands of mortgage
holders.
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The overstatement of income from 1916 to 1920, due to paper
profit arising from inflation, is more generally recognized. It
was greatest when prices were rising fastest. At present there
is a little understatement of true income due to falling prices,
together with some overstatement due to realization today of
property held unsold during the inflation period and now disposed
of at a price perhaps below peak values but above pre-war prices.
Upon the whole, the effect of this factor on amounts returned
for 1922 has probably been negligible. But in comparing taxable
income totals for a period of years it counts heavily.
Taking into consideration all the sources of duplication it
seems reasonable to think that the total of individual incomes
as defined by the income-tax law is not much less than double
the nation’s true income, and that, conversely, the percentage of
the nation’s income paid in taxes is nearly double what it appears
to be if personal incomes are taken as a basis.
It may be remarked that to reach this result it is necessary only
that half the amounts returned should represent money already
taxed in other hands; of this half rentals of dwellings alone must
cover a large proportion. I believe city people generally pay
fully one-fourth of their incomes as rent.
In a book, Income in the U. S. A., its Amount and Distribu
tion, published by the National Bureau of Economic Research,
some figures of national “income” are given which seem to be
widely at variance with the amount of income out of which taxes
can be paid. Two methods were used: one, a computation of
income based on estimates of sources of production, and the other
a computation based largely on tax returns. The adjusted differ
ences (page 29, vol. 1) were said to be less than 7 per cent, as
between the two methods.
However, in “income received,” all the duplications set forth
herein are continued; government expenses are said to be income
producing; and while the incomes of doctors, lawyers, teachers,
government employees are included in computation of incomes
actually received, I cannot find any corresponding items under
the computation based on sources of income. Surely these statis
ticians did not include in “income” any money received without
taking up as sources of income a corresponding increase of the
country’s wealth; but I cannot find it. All other “income
received” is represented by additions to the country’s assets, and
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must be if agreement between the two methods is to be reached.
Perhaps this kind of “income” is buried in the item “miscellaneous
and unclassified” (vol. 1, page 19). To specify as “national
income” the services of a doctor would have looked comic if it
had been classified. But if the services of a doctor be considered
as “wealth produced” for any purpose, it is not such a production
as furnishes money to pay tax. The dollar earned by the doctor
pays tax in his hands and has already paid tax in other hands.
His work may be a means enabling another to earn something,
but that something will pay tax when earned and its taxable
amount will not be reduced by the amount paid to the doctor.
The services of the government may enable money to be
earned, but again that money will be taxed when earned; so that
a computation of the national income that considers money paid to
ministers, doctors, lawyers, teachers, landlords of dwellings as
“income” both in the hands of its original earner and in the
hands of the doctors, etc., is useless for the purpose of finding
the amount of income capable of furnishing money to pay taxes.
If the earnings of professional men are “income,” then the
sources of production must include some equivalent produced;
and that equivalent must be something out of which taxes can
be paid. It is good to have your sore thumb mended, but can you
pay a tax with it?
Carry the thing to its logical end. Suppose a citizen pays his
entire income to lawyers, doctors, landlords, teachers, etc., they
and he, both, have to pay tax on it all. Have they rendered any
thing to the citizen out of which he can pay his tax?
Let us admit that a benefit was received from the doctor;
if so, a corresponding and probably greater loss was first incurred,
namely, a sore thumb. Similarly with the lawyer; and the benefit
from the teacher from a money point of view is only the provi
sion of tools to earn taxable money in future. The money we
actually earn today includes the benefit derived from our teachers
of yesterday, and, generally, benefits not providing present money
profit are—from a money point of view—converted later into
direct earnings and then taxed. We pay tax to the government;
it enables us to trade and make a profit. Clearly the income
produced by the government—if there is any—is included in the
profit we make as a result of government activity, is fully reported
as income by us and so taxed; and any statement showing income
245

The Journal of Accountancy

produced by the government in addition to the income we produce
and pay tax on is a duplication.
The anxiety of the authors of this book to overstate national
wealth is found in their contention that the work of women in
the home is further “income,” although the amount is undeter
mined (vol. 1, page 57). It produces value, surely; but it is
the combination of the woman’s work plus the man’s work that
constitutes the earning machine, and the joint result of the work
of both—again from a money point of view—is represented by
the man’s pay envelope. At any rate, the entire money fund
from which they pay taxes is the pay envelope. Suppose the
man pays his wife a salary for her work—Is there any more
money between them to pay taxes with? But there might be
more to pay tax on.
The statistics of the N.B.E.R. remind one of the South Sea
islanders who earned large incomes doing one another’s washing.
Suppose those incomes had been taxed, out of what would the
tax have been paid?
It must not be imagined that this is a criticism of the amount
of taxes or of the manner of their assessment. This is an attempt
to correct what I believe to be a general delusion as to our
national income. We are not nearly as wealthy as we think we
are; the depressing effect of taxes made necessary by the war
is more readily understood when one realizes this.
The more the question is studied the more the national income
shrinks. The more one looks at taxes the more they stay as
big as they were before. It is worth while for those having our
future in their hands to find out how much there really is to
draw upon. But don’t ask me, for I am sure I don’t know.
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